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MS. MAJORAS: Good norning, and wel conme to the
third day of the Joint Department of Justice/ FTC Health
Care hearings. Happy to see that we have a nunber of
hearty souls making it in through the snow this norning.
| think we're all probably getting used to it.

My nane is Deborah Majoras. | am Deputy
Assi stant Attorney General in the Antitrust Division and,
as such, have supervisory responsibility over Litigation
One, anmobng ot her sections. And, of course, Litigation
One has our health care | awyers.

This morning we're going to exam ne in detail
t he performance of the health care marketplace in Boston,
Massachusetts. Now, as you know, we had also planned to
exam ne the Little Rock, Arkansas, marketplace. And,
thus, with apol ogies to Charles Dickens, our title, A
Tale of Two Cities. But our friends in Little Rock,
unfortunately, were iced in earlier in the week and, so,
we're going to reschedul e that session for a later tine.

And while |I doubt that today's session wll be
as nelodramatic as our eponym | don't know that we're
going to start in on "The best of tinmes and the worst of
times," but | believe it will provide us a useful |ens

within which to exanmine the i ssues that we intend to
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4

exam ne on a going-forward basis in the com ng nont hs.

Boston and Little Rock represent two different
poi nts on the spectrum of health care marketplaces in the
United States. Now we selected these cities not because
we sonehow t hought that they were end points on a
spectrum or because we thought they were absolutely
typi cal or atypical of marketplaces in metropolitan areas
in the U S. Rather, we just wanted to select a couple of
cities where we could provide a real-world frane of
reference for nore narrowy targeted sessions later on in
t he hearings.

Naturally a |l ot of our future sessions wll
focus on cl ose-up exam nations of various sectors divided
by, say, providers, payers and, w thin providers,
hospi tal s, physicians and so forth. You' ve seen the
agenda. But today's session -- and, of course, our
reschedul ed session -- allows us to discuss issues in al
of these sectors within the context of Boston today,
Little Rock later, permtting us to explore how these
various conponents interact and interrelate with each
ot her in actual nmarkets.

Antitrust analysis, of course, is highly fact-
specific, and as nmuch as we can all agree on that, we
have to continually rem nd ourselves of that, |est we get

hi j acked by naked theory. We can't appropriately enforce
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5
the Federal antitrust |aws or even advocate or set sound
conpetition policy if we don't carefully exam ne facts
that are presented to us by markets. So, as we begin
t hese joint hearings, we thought this could be an

appropriate way to set the franmeworKk.

Now t he panelists thenselves will decide -- and
have decided, |'msure -- what they think will be
i nportant to discuss, but I'll just say a few words about

sone things we can expect to hear about.

We're particularly interested in hearing the
panel i sts' perspectives on whether conpetition is working
or not in the particular market here today, Boston; their
assessnents of quality and price trends in the market;
their views on consolidation anong providers and payers
in the market; and what inpact, if any, that has had on
cost, quality and price; and their thoughts on how t hey
beli eve enforcenment of the Federal antitrust |laws -- and
per haps other regulatory requirenents -- contributes, or
not, to the delivery of better quality and | ower prices
for health care in these nmarkets.

There are specific market characteristics in

the two cities that we anticipate discussing, and | feel

this need to give you a caveat now. First of all, when |
say market, | obviously am not defining an antitrust
mar ket for any purpose in ny remarks. It's just a
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6
shorthand way to tal k about these geographic regions, and
when | say something to you about this market has this or
that, I'm not saying that these are absolutely the facts
if we had a future investigation ever or an enforcenent
action. So, I'mafraid | must say that to you.

So, first thinking about in Boston, the HMO
penetration, which, as | understand, is around 50 percent
and ranks anong the highest in the country, although even
in that city there has been sonme shift away from HMO
heal th coverage. And HMO penetration is less in Little
Rock.

And, so, as we | ook at these devel opnents it
may assi st us in understanding the roles that HMOs,
traditional insurance, coverage plans, and self-insurance
pl ay and how we ought to be defining health care markets
-- health care coverage narkets.

Anot her mar ket characteristic to think about in
Little Rock, |later on, there have been indications that
t he expansion of specialty hospital services may be
threatening the revenues of general, acute care hospitals
and under st andi ng how the openi ng of those single-
specialty hospitals inpacts the revenue and what the
general, acute hospitals are doing to respond also wl|
tell us a bit about how we shoul d be defining nmarkets and

how we shoul d be | ooking at conpetitive effects in
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mar ket s.

Anot her characteristic that is of interest --
and this is sonething that may differentiate Boston and
Little Rock -- is that in Little Rock there's |long been
an alliance between Arkansas Blue Cross/Blue Shield and
the Baptist Health System there, that has existed, |like |
said, for many years. And in Boston, on the other hand,
hospitals have generally negotiated with payers w thout
an alliance.

Under st andi ng the conpetitive inpacts of these
al liances between nultiple providers and al so between
provi ders and payers hel ps us understand how t he
alliances may affect the market power of the nmenbers and
whet her they may produce any conpetitive results in the
form of higher prices or |ower quality.

And in Boston several |arge hospitals have
consol i dated, which provides us with several issues; and,
in particular, issues that we're going to discuss |ater
in the hearings. Parties who propose hospital nergers
frequently indicate that they anticipate considerable
efficiencies fromthe nmerger that will benefit consuners
and, of course, courts have, in sonme instances, accepted
t hose argunents.

And in later hearings we intend to | ook at sone

consummat ed hospital consolidations to assess whether the
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8
nmerged entities achieved the efficiencies. I1f so, why,
why not, and so forth.

Al'l of these issues that |I've just raised wll
be addressed in nore general ternms later in the hearing;
but, again, addressing them here today, through a narrow
| ens, can help frame our discussion and anchor it for
| ater.

Just a few words on the format for today's
session. W will present for you a panel of five
partici pants in or observers of the Boston health care
mar ket pl ace. Each of those panelists, as | understand,
wi ||l speak for about 10 m nutes and give us their
perspectives. And then both before and after those
panel i sts speak we have two academ c experts who are
going to provide you nore in-depth background on market
dynam cs and try to frame the panel discussion. And,
then, we'll have two noderators who will noderate our
panel discussion for the remainder of the tinme, and we
intend to end today at about 12:15 p. m

| would very much like to thank the panelists,
the academ c experts today for their participation and,
of course, all of you for being here. W greatly
appreciate the time that you're taking fromyour busy
schedul es to be here and share with us your perspectives,

it's very useful.
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9

So, with that, I'"'mgoing to turn your attention
over to the noderators, and thank you, again.

MR. HYMAN: Thank you, Debbie. As Debbie said,
we're going to start with the fram ng presentation by
Prof essor Stuart Altman, then we're going to do
presentations fromthe panelists, who will all cone up
after Stuart's done speaking, and then we'll do anot her
fram ng presentation by Professor Fran MIler. Then
we'll take about a 10-m nute break, and then we'll have
nmoder at ed panel di scussi on.

Just so you have a sense of where we're going,
and our rule is short introductions, so, Stuart is the
Sol C. Chaikin professor of National Health Policy at the
Hel l er School for Social Policy and Managenent at
Brandei s, and he's got only one page here filled with his
accompli shnments, but they go on nuch |onger than that --
we forced himto constrain it to one page, which you can
read in our biography book. So, Professor Altmn.

PROFESSOR ALTMAN: Thank you very nmuch. 1It's a
great pleasure to be here, and | |ook forward to this
opportunity to tal k about health care costs, both
nationally and in the Boston and Massachusetts market.
Forgive nme for re-introducing nyself, but | have spent
nost of my career worrying about national health care

i ssues and the issue of rising health care costs has been
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10
on ny plate since the early 1970s.

But about two years ago the Governnent of
Massachusetts and the State Legislature |eadership asked
me to co-chair a task force about the problens of
Massachusetts health care system and, as a result of that
effort, which took about 15 nonths, | becanme quite well
aware of the special issues around Massachusetts. And
much of what | will talk about this norning comes from
that task force.

Two things | put in -- by the way, | tried to
send many of you a copy of ny presentation and there wl
be copies outside. In addition to the presentation |
prepared today | have two appendices: one is the
detailed task force report, for those of you who want to
get a nore in-depth understandi ng of the Massachusetts
health care system and marketplace, | comend you to | ook
at that; and the second is an article that | and ny
col | eagues at Brandeis wote and was published in the
Health Affairs Website in January.

And | et me say at the outset | do think that
rising health care cost is as serious a problemtoday as
it's been in our 30 years that |'ve been involved in it,
and so |I'mvery concerned about how to get this under
control, but the question that you've asked nme to address

today is to what extent is Boston unique and what are the
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11
characteristics of Boston and Massachusetts in conparison
to the U S

| don't think it's possible to talk about
rising health care costs or what's going on in
Massachusetts without doing a little history |esson, and
very quickly I want to go back to the late 1980s and the
nm ddl e ' 80s, which was a decade | call Hal fway
Conpetitive Markets and I neffective Regul ati on.
Essentially, it was an environnent where sort of anything
went .

We had a health care system that was grow ng
rapidly. The insurance markets, while we had a | ot of
words called HVMOs, effectively nost of them were fee-for-
service, very little constraints. This allowed a
hospital system in particular, which had substanti al
overcapacity to continue to function quite nicely because
they were able to raise their rates to make up for the
shortfalls. And one of the ways they were able to do it,
even though the governnment, both at the Medicare/ Medicaid
| evel, was putting serious constraints on what they were
spendi ng, the private sector was just paying for
what ever, essentially, the systemfelt it needed.

And those of us who have spent tinme in this
i ndustry -- and one of the things I did for 13 years was

chair the Perspective Paynent Assessnment Comm ssion -- we
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12
| ooked at these hospital paynent-to-cost ratios, which
appear here. You'll see that the yellow and green |ines,
which is Medicare and Medi caid, were paying, essentially,
ei ther at or below what the average cost of care in the
hospital. It was being nmade up by the private sector,
whi ch by 1992 was paying at 131 percent of their costs,
whi ch was giving the system a nice cushion

And one can draw a simlar conclusion in Boston
and Massachusetts, although when we tal k about
Massachusetts you'll see that the private payer cost
rati os were nuch | ower than they were in the rest of the
country.

Well, the good or bad old days of the 80s cane
to an end and by the m d-90s we had a bunch of things
happening. W had the Clinton Health Care Plan. W had
a |l ot of excitenment about that, but nore fundanental was
a substantial shift in the insurance market. Enployers
faced with continued double-digit inflation during the
80s either forced, cajoled, incentivized -- did anything
they could to get their enployees into managed care --
and no place was that nmore successful than in the Boston,
Massachusetts marketplace. Overall, depending on how you
count it, sonme place between a third and 50 percent of
the market nmoved into what we call tightly managed care.

Partly as a result of that, the nmarketpl ace
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13
substantially changed. Most inportantly the fl ow of
dollars in inpatient care, which had been rising
consistently during the '80s, took a sharp drop. You can
see on this chart in that green checkered worl d,

i npati ent spending went from plus four percent a year in
1993 to al nost a negative over five percent by 1997.
Junpi ng ahead a little bit, you'll see that this trend
has changed substantially since 1997, and we're, again,
seei ng upticks -- substantial in sonme cases -- upticks in
i npati ent care.

When we add that to outpatient care, which had
grown significantly and continuously during the '90s,
you'll see that that continues to grow and we've had sone
i ncreased spendi ng for physicians and, then, finally, we
had the big granddaddy, which is prescription drug
spendi ng.

Now, along with the increase -- the reduction,
particularly, in use of the inpatient hospitals based on
serious financial pressure on them began to consolidate
and began to cut back their bed capacity. Overall in the
U S., you saw al nost 11 percent reduction between 1990
and 1999. The reduction in Massachusetts and in Boston
was substantially greater at 25 percent in Massachusetts
and 28 percent in Boston

By the way, | will talk al nost interchangeably
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14
bet ween Massachusetts and Boston. | don't want to give
you the inpression for those of you who are not from
Massachusetts or Boston that everything that happens in
Massachusetts is in Boston. On the other hand, having
lived there now for 25 years, |I'mnot yet -- | don't yet
qualify as a native -- | still get lost a third of the
time, but |'ve learned that the health care marketpl ace

in Massachusetts is attracted very sharply to Boston

It's not surprising for people who are 20-30-40
m |l es outside of Boston to bypass a half a dozen

community hospitals to cone into the inner city of

Boston. Miuch different than -- 1've lived in New York
Los Angel es, San Franci sco, Washington -- it's a
different marketplace. So, tal king about -- sonetines |

feel the need to tal k about Massachusetts as well as
Bost on.

Now, we are -- and | know it's an inportant
i ssue for you -- is the whole issue of mergers. There's
no question that during the m d-1990s around the United
States nergers becane a very active parlor gane around
the country. You can see on this chart that in 1996 we
hit a high of 776 hospitals were involved with about 235
deal s, and you can see in this chart that the merger
activity has substantially sl owed as we nove through this

decade.
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And we al so saw this nerger activity hit
Massachusetts, as well. Again, reaching a high point in
1996, and in this you can see that there were a whole
bunch of activities going on. There were closures, there
were nergers, there was contract affiliation. And, so,
Bost on and Massachusetts paralleled the country. Again,
what's inmportant to notice is that that activity has
substantially | essened since the m d-1990s.

So, that -- well, let's go back. W're in the
m d- 1990s, bed capacity is being reduced, hospitals are
feeling a pinch and, just to show that we do recogni ze
that there are physicians in this country and we shoul d
take theminto account, we at the task force heard from
t he Massachusetts Medical Society about the situation of

physi ci ans.

And we have a -- if not a unique situation --
it's pretty close to being interesting -- it's clearly
very interesting -- on the one hand there are |ots of

physi ci ans practicing in Massachusetts. W have a |ot of
very fine nedical schools and many physicians don't want
to | eave Mother Church too far away, and, so, not only do
they get trained in Massachusetts but they stay and
practice. As a matter of fact, we have nore physicians
per capita than any other state which I'll show you in a

m nut e.
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Now, the Massachusetts Medical Society, on the
ot her hand, nmade it very clear that our physicians are
not happy and fat and content, and that their incone is
declining, particularly when you adjust it for the fact
t hat we have a very significant cost of living. They
showed us that their incone is declining, but, as I
poi nted out, our task force |ooked at it and said, yes,
that's true, but it's also true that we have a very ready
supply of physicians in the state. And while we didn't
take a position one way or the other, except to be
concerned about what Medicaid was payi ng physicians, we
didn't choose to make that a high priority in ternms of
changi ng the situation.

Now, let me turn to hospital bed capacity in
Boston. If you look in 1993, we had 35 hospitals -- by
t he way, Boston, which is Suffol k County, but as I
poi nted out, you just think of Boston as being this
little enclosed capsule isn't the right way, in ny view,
to look at it. Now, | know there are very sophisticated
nodel s that one can use, but | didn't do that. |Instead,
| just conbined, for purposes of this analysis, two
counties -- Mddlesex and Suffolk -- and, for those of
you who are not famliar with it, Mddlesex is a
substantial community and it involves a nunber of

communi ties that surround Boston and everyone divvies it
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up a little differently. So, this includes Suffol k and
M ddl esex.

There were 35 hospitals in those two counties
in 1993, with a total of about 9,600 beds. O that
9, 600, about 48 percent were teaching hospital beds and
t he remai ni ng were nonteaching beds. And one of the nost
dramatic -- there were several things that happened
bet ween 1993 and 2000, today, 2001. One, the nunber of
hospitals declined by 10, from35 to 25; the nunber of
beds declined from9,600 to 6,900 or 7,000, but there was
a substantial shift. While there was a 48 percent
decline in the nunber of nonteaching hospital beds, there
was only a five percent reduction in teaching hospitals,
so that the teaching hospital beds in the Boston area has
gone from 48 percent to 63 percent.

We are in love with our teaching hospitals. W
use them for everything, and when | say "we," |'mtalking
about "we" as consuners. And this is -- it's just the
nature of Massachusetts health care, and if you are
| ooki ng at teaching hospitals' spending per capita in
1998, which our task force | ooked at, we spent $168 per
capita, where the rest of the country spent $42 per
capita.

And, so, one cannot talk, at all, about Boston,

Massachusetts, wi thout talking about teaching hospitals,
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and we have a lot of them And, as a matter of fact, in
t hat period, we had 10 separate, full-service teaching
hospitals at the beginning of the decade, and through a
series of mergers the nunber was reduced to six.

So, six is still substantial, it's not like
t hey have one gigantic teaching hospital or teaching
hospital system we have a nunber, and you're going to
hear from several of them today.

Now, with all this going on and with our |ove
for teaching hospitals and hospitals in general, you
woul d have thought Massachusetts hospitals were just

raking in the bucks. And, depending on how you | ook at

it, the answer is, well, alittle bit, but in ternms of
margi ns -- now, of course, in the world of not-for-
profits, I'mwell enough to know that margins are a

tricky issue, and I"mnot here to give you a long |lecture
on margins, but this is what we have to look at in terns
of the difference between revenue and expenses.

And you'll see in this chart 9 that the margins
in the US., for hospitals in general, decline quite
substantially fromfiscal 1996 through fiscal 2000, in
part because of managed care pressures, but nore
i nportantly because of the Bal anced Budget Act, which was
passed by the Federal Governnent in 1997 and began to

operate, and now has sort of crawmed up a little bit
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around the country to soneplace between 2.4 and -- the
2.2 is an approximate for 2002 -- we're still sort of --
not we, the AHA is getting clearer data on that.

But what is dramatic is the difference in
mar gi ns bet ween Massachusetts and the rest of the
country. Massachusetts has traditionally been a | ow
margin state in terns of hospital margins, and you'll see
here it went froma +.6 in 1996 to a -1.5 by 1998, and it
sort of bopped around at those negative nunbers. And, by
t he way, that was one of the reasons why the task force
was established in 2000. And, now, you know, has had a
very dramatic rise and is now at .02 percent.

So, yes, our hospitals are in better shape
today than they were in 1998, but hospitals in
Massachusetts are not sort of putting away | arge anounts
of nmoney in terns of excess margins.

Now, what's happened to the insurance narket?
The nost dramatic inpact -- and, by the way, the staff
asked me to look at the U.S. as well as Massachusetts --
is in nmy view a substantial shift in preferences away
from managed care, particularly fromwhat we think of as

tightly formed managed care, which we call HMOs. PPOs

will tell you they do a little managed care, but | woul d
call it managed care light; sone would say they would
call it service in drag. It depends on which side of the
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i ssue you look at it. But no question about it -- | ook
what happened -- between 1993, where PPOs were around 25
percent of the market, they are now 50 or nore percent of
the market. HMOs, which reached a high point of 30 or 33
percent for the first time in 2002, has fallen.

And this is a very dramatic change. We in
Massachusetts have had a much | arger percentage of our
i nsurance market in HMOs. But here, too, the world has
changed in ternms of how they operate and you have two of
our best known, Tufts Health Plan and Harvard Pilgrim
the presidents fromboth, and I'll let them speak for
t hemsel ves.

So, the market has changed. Now, one chart |
didn't show you, and I will put it in nmy final, is the
HMO net profit margins. The reason why the task force
began -- and | know this is painful for Charlie Baker to
hear, to rem nd himof the past -- but one of our nost
bel oved and | arger HMOs, the Harvard Pilgrim Health Pl an,
reached very sizable negative margins in 1999 and was --
| don't know what the technically correct word -- whether
t hey were bankrupt -- Charlie used another termfor us --
but they were not in great financial shape. The state
was very worried about it. The Governor was very worried
about it. Everybody was very worried about it, including

the Attorney General in our state, and that's what led to
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t he task force.

In my chart, which I will put on the web, the
margins was a -8.7 for Harvard Pilgrim Fallon was at -
2.3 and Tufts was sort of -- and HMO Blue, which is the
other two -- were sort of barely making it. Things in
t he HMO nmar ket have turned around. But, again, the
mar gi ns are not super high, but they are much better than
they were then. So, that's the nmarket.

And, again, why are we here today? One of the
reasons why we're here today is that prem uns have, after
reaching a ow point in terms of growth in 1996, are
growi ng at double digit. Wile a lot of my other
econom st friends |like to believe this is all very
tenporary, |I'm not super optimstic that it's so
tenporary unl ess sonething is done to change it.

And we in Massachusetts, while we didn't hit
the 15 percent, are equal, you know, are seeing double-
digit increases, as well, 10, 11, 5 and 12, esti mted,
for 2003.

Now, with all this going on and all this noney
flowing into hospitals and the system the question is,
what's going on with respect to hospital margins. And
let's focus on Boston. Again, this is the Suffolk and
M ddl esex markets. And you'll see here in this chart

that if you |l ook at Boston their hospital nmargins have

For The Record, |Inc.
Wal dorf, Maryl and
(301)870-8025



© 00 N o o b~ W N P

[ERN
o

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

22
been consistently below zero, -2.5 in 1998 to -3 and so
on, and in 2002 was about zero, -0.4.

Agai n, breaking it into the nonteaching/
teaching, and this is a serious issue, our teaching
hospital s have sort of a slightly above zero at .67. Qur
nont eachi ng hospitals, while they've inproved
substantially froma -5.3, are still in the negative
category of 1.8.

So, now we cone to where we're headi ng. Now,
these low margins are really quite surprising because the
general inpression that one would have is that
Massachusetts and Boston is a very high cost, high
spendi ng, health care system and it's worth spendi ng
just a few mnutes to ook at it. The task force spent a
ot of time on this issue. |If we're such a -- why aren't
our margins better for both our hospitals and our
i nsurance conpanies? Are our costs so much higher? And,
so, we | ooked at it.

Now, there's a |l ot of controversy about this.

If you |l ook at health care expenses per capita in
Massachusetts and the U.S., you'll see that on a per
capita basis we were about al nost $4,900 in 1998 and the
U.S. was about $3,760, $3,800.

Now, there's a |l ot of reasons why these

unadj usted figures are not the right nunbers to | ook at.
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First of all, Massachusetts is the |largest, on a per
capita basis, benefactor of bionedical research funding,
funded primarily by NIH. We are also a mmjor teaching
activity here in Massachusetts in ternms of particularly
graduat e nmedi cal education, where the Federal Governnent,
t hrough its Medicare program pays substantial anounts of
nmoney for it.

So, it's really not correct just to use those
unadj usted rates because those include this Federal
money. Because what you're trying to do, it seens to ne,
is to |l ook at what we as citizens of Massachusetts pay
for our health care. So, one should adjust for that.

There's al so a question of other expenses and
t he question of whether one should adjust, and |I believe
you should, for a differential cost of living. And, so,
this is a very crude adjustnment for all health
expenditures, and | wouldn't want you to sort of hold ny
fam |y hostage to these exact nunbers because trying to
adjust themis tricky.

But | think the general conclusion is that when
you do the adjustnments, two things happen: the gap
bet ween Massachusetts and the U.S. shrinks substantially.
Massachusetts is still above, but it's now above in the
10 to 15 percent range, not the 30 percent range that is

suggested there. MW own viewis that not only does the

For The Record, |Inc.
Wal dorf, Maryl and
(301)870-8025



© 00 N o o b~ W N P

[ERN
o

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

24
Federal Government pay for research and education but
t hat sunms of noney, unknown to nost of us, is put into
the bills of Massachusetts residents.

And, so, the question is, do we want that? And
what | believe and watch, whether you like it or not, is
t hat Massachusetts residents and politicians and
enpl oyers, while they would not |like to pay as much, are
filled with a trenmendous amount of pride and actually see
a lot of economi c advantage to this engine that we get
out of our teaching hospitals and our bionedical
educati on.

And, so, | don't see -- and the task force
grappled with this a lot -- and by the way, it was a | ot
of people fromall over the state, it included all the
i ndustries, and | didn't hear a lot of testinony that
says, you know, we would be better off, you know, with
all due respect, since they're not here, if we becane
Little Rock. There was just not a lot of tal k about
that, and the question was, well, okay, we are what we
are, but can't we do it better?

And we did tal k about whether, in fact, it made
sense for -- you can see, by the way, you can see us
using this. Look at Massachusetts outpatient hospital
utilization. |Is that we use our hospitals and our

out patient like many other parts of the country use their
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physician offices and clinics. You can see our
out pati ent busi ness per thousand, first of all, is
significantly higher than the U.S. and is junmping. In
2001 | had a very sharp rise.

So, it's a nmarketplace that we use.
Nevert hel ess, the question is whether we could do a
better job. And the issue is going to be whether we can
deal with this.

So, on the one hand we are spendi ng nore noney
for teaching and research. W are a high cost area in
general. One of the mtigating factors, though, that
needs to be taken into account, is the fact that our
paynent -to-cost ratios are lower. And | ook at them
Where in Massachusetts Medicaid paid $.75 on the $1.00;
Medicare is $.99 on the $1.00 and, nobst inportantly,
private payers in 1999 paid | ess than 100 percent.

Now, you can't make it up in volunme when
everybody's paying you |l ess than your costs, so that was
a problem and particularly when you're conparing
Massachusetts to the rest of the country -- 96 versus
112.

Agai n, Massachusetts’ prem uns, just to show
the other side of the coin, also are higher than the rest
of the country, but they're in the same ballpark as that

10 to 15 percent. You can see these are HMO prem um
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rates and this shows you the prem uns that were paid in

metropolitan areas. |f you conpare Massachusetts to the
U.S. average, you will see that in conparison there is a
di fference of about 10 percent, which -- so we have a | ot

of convening evidence to say that Massachusetts, on a per
capita basis, when you nmake the appropriate adjustnents,
is about 10 to 15 percent higher.

And, as | said, the reason is is that we do --
our market for a very long tinme has been dom nated by our
mor e expensi ve and many of us, many of our citizens
bel i eve, higher quality health system And we al so have
a lot of specialists. And, so, it's a different market
than the rest of the country.

In our task force, we strongly urged both the
state government, through Medicaid, private enployers and
anybody who would listen to us, that we needed, where
possible, to shift patients into the community hospitals.
Qur problemis the follow ng, and | hope you've gotten a
flavor of it. Qur comunity hospital systemin
Massachusetts is in very poor shape. Financially, it's -
- it's -- as | showed you, the nunmbers are not positive.
The nunber of beds that have closed, in -- during the
period of tinme that the task force was in operation,
three community hospitals were on the verge of

bankr upt cy.
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And in every case, the governnent, and through
the help of other hospitals cane in and saved them |In
the case of one hospital in Everett, it was incorporated
into the Canbridge Health Alliance and allowed to get a
hi gher reinmbursenent rate. Qut in Salem there was a
conbi ning of hospitals; out in Waltham a real estate
devel oper.

My concern is that the governnment, at the state
level, is not in a financial position to help them
anynore. | don't know what's going to happen, so that if
we are going to see a better bal ance between comunity
hospitals and teaching hospitals, it can only occur if
t he community hospitals get stronger. Qur managed care -
- and | don't want to speak for them and | appreciate
what -- if -- be interested what they say. | do think
our managed care conpanies, during the "90s, tried to
shift patients. | think they ran into a buzz saw of
opposition, fromus as patients and from our physicians.

And we did not see the enployers in our system
react in ways -- you have to understand the enpl oyer
mar ket in Massachusetts. It is not dom nated by big
manuf acturi ng conpani es: Ceneral Electric, General
Motors and so on. It is a small high-tech industry and
wr apped around an insurance and an academ c institution.

And it's -- for the nost part, it's been an enpl oyer
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popul ation that is nore concerned about produci ng, you
know, whatever, bionedical breakthroughs and educati on
than it is telling their enployees where to go. And, so,
when the managed care industry tried to shift us out of
our teaching hospitals, they got bl asted.

So, the bottomline here is Boston is unique in
a |lot of ways, and |I've tried to give you a flavor for
that. The Massachusetts health market and its consuners
are unique, and ny sense is that the forces that are
pressing health care costs around the country are
pressing themin Massachusetts.

And our article goes into great detail.

Technol ogy, the fact that our managed care industry has
seriously deteriorated, partly -- mainly because we as
consuners and politicians beat them up so nuch, they want
to tell their kids what they do. And, so, they finally
deci ded they were going to sort of, you know, becone

ni cer and gentler and smle nore.

And the third part of the puzzle, which is
troubling, is that our comunity hospitals, who |I woul d
have counted on to see a better balance, are in serious
financial shape. And I do -- the one good news about
this whole thing is that the key reason why | believe
hospital s have generated market power over the last five

years i s because of the substantial decline in bed

For The Record, |Inc.
Wal dorf, Maryl and
(301)870-8025



© 00 N o o b~ W N P

[ERN
o

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

capacity, and that occurred in every market. Yes, it
occurred partly as a result of nergers, but it just --
there was an inplosion of the nmarketplace. So, if you're
sitting there at 90, 95 percent capacity, you can afford
to be a little nore aggressive in terns of your pricing.
| see that turning around. There is an
i ncreased capacity boom ng around this country. | have
other slides, which I didn't bring with nme, that shows
nunber of beds in this country are growing. Also, the
nunber of inpatient, as | showed you, is growing. And it
woul d not surprise ne, like the real estate market, five
years from now we could wind up with an environnment of
over-capacity and a nmuch nore robust market pl ace.

But right now, the bal ance of power has
definitely shifted in favor of the providers. And, you
know, with all due -- I'"'mnot a |lawer and |I'm not an
anticonpetitive expert, but | don't think it's a result
of anticonpetitive forces as the result of ten years of
declining capacity. And, as | said, over tinme that
probably will even itself out, but right now, we're sort
of still in the mddle of it.

Thank you very nuch.

(Appl ause)

MR. HYMAN:. Thank you. 1'd like to call up the

rest of the panel now and we can get started with that.
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MR. KRAMER: Good norning. |'m Steve Kraner.
|'"'ma staff |lawer with the Antitrust Division,
representing the Departnent of Justice. Wth nme is a
counterpart at the FTC, M ke Cowi e, who is an assi stant
branch director there, representing that organization
t oday.

We have a distinguished group here, and 1'd
like to introduce themin the order in which | chose them
to speak, | guess violating one of the precepts that
generally speakers here speak in al phabetical order. |
t hought that we'd try to interweave the perspectives a
little, rather than hearing fromtwo health care planners
first and going upstreamthen to the providers.

First, I'"d like to introduce Dr. Janes Mongan,
President and CEO of Partners Health Care in Boston.

Next 1'd like to introduce Charl es Baker, President and
CEO of Harvard PilgrimHealth Care Group. Third I'd |ike
to introduce Charles Welch, MD., representing the Mass
Medi cal Society as its President. Next I'd like to
introduce J. Mark Waxman. M. Waxman is President and
General Counsel of CareGroup, Inc. Next I'd like to
introduce Dr. Harris Berman, who is CEO of Tufts Health
Plan. And, finally, as David nentioned, Professor Fran
MIler of the Boston University School of Law will offer

sonewhat of a retrospective on sonme of the remarks nade.
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And then Mke and I will start up asking sone
guestions after -- | think we'll take a break before
Professor MIller to give her a chance to organi ze sonme of
her thoughts. And then after she's done, Mke and | wll
ask sonme questions after we give the panelists an
opportunity to respond to any remarks that they m ght
like to respond to. And | would ask the panelists, in
the interest of time, to try not to exceed ten m nutes.

So, with that, let me ask Dr. Mongan, please,
on behalf of Partners, to present his statenent.

DR. MONGAN: Thank you, Steve. 1'mDr. Jim
Mongan, President of Partners Health Care. And |
appreciate the opportunity to appear today to give you
our thoughts on Boston health care and on Partners.

Partners is an integrated academ c health care
system which was forned to add value to the patient
care, teaching, research and conmunity m ssions of our
founding institutions, the Brigham and Whnen's Hospital
and Massachusetts General. This norning, I'd like to
revi ew what Partners has acconplished over the past nine
years. And then |I'I|l address two issues: nmarket
dynam cs in Boston and health care costs in Boston.

But let nme start with a brief history of the
formati on of Partners. A decade ago, we began to see the

tradi tional academ c/ nmedical centers no | onger provided
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the best structure for care, teaching and research.
Services were shifting rapidly to an outpatient basis and
i npatient stays were growi ng shorter. Qur hospitals
| ooked |ike giant intensive care units. Although anong
the very best in the world at providing conplex care,

t hese hospitals were no | onger an adequate platformfor
the range of care our patients need. They gave students
only a quick glinpse of the sickest patients and they
provi ded a very narrow base for inportant research. And
t hey were becom ng less relevant to their surroundi ng
nei ghbor hoods.

We believed that we needed a new nodel of care
to address these shifts. It would include not only great
| CUs, but also a small nunber of community and specialty
hospitals and a network of physicians. This nodel, which
we' ve adopted, has allowed us to protect and enhance our
under | ying m ssion.

Wth regard to patient care, we are better able
to neet the range of our patients' needs, from acute
t hrough chronic illness. W're working cooperatively to
i mprove the quality of care, and we're addressing the
cost of care by efficiencies of scale and by use of the
nost appropriate settings for treatnment.

In the cost area, by consolidating back office

operations, pooling our purchasing and benchmarki ng
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staffing and | ength of stay across our hospitals, we've
held the increase in our cost-per-case to an average of
just under 3 percent per year. Adjusted for inflation,
we' ve actually reduced cost-per-case by an average of 2.3
percent per year.

We're noving care to | ower-cost | ocations
t hrough partnerships |ike the one between Bri gham and
Wonen's Hospital and Faul kner Hospital and through the
cardi ac surgery partnership between Mass General and
Sal em Hospi tal.

Now, as far as quality is concerned, both
Bri gham and Wonen's and Mass General are worl d-fanpous for
very high-end care, or "great saves", as one physician
said. But having a system and not just an acute
hospital, provides an opportunity to manage the care of
our patients over time. In areas |ike diabetes,
hypertensi on and congestive failure, we're beginning to
take this long view of our patients' health and to nmake
significant advances in di sease managenent.

Wth regard to teaching, having a system has
all owed us to build even stronger residencies and
fell owshi ps, nmerging 23 training progranms, to expose
trainees to a broader variety of faculty and patients.
We' ve al so devel oped new communi ty-based training

settings that are nore relevant to the world many of our
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trainees will practice in.

Wth regard to research, having a broad and
stronger base has allowed us to make a $50 mllion
i nvestnent in genetics research, which over the next
decade we hope will benefit every person in this room
Qur prep program spreads research to the community,
gi ving nore than 200 community patients access to new
treatnments previously available only at academ c centers.

And finally, with regard to care of the
community, we forged 16 new partnerships with urban
health centers, and we're providing access to care to
200, 000 patients at those centers, or three tines as many
as when Partners was fornmed. OQur overall commtnent to
t he under-served totals $100 mllion each year. Beyond
that, we've stabilized three failing community hospitals,
two of which likely would have cl osed wi thout our
support. And in addition, we've sustained threatened
specialty services by adding 120 psychiatric beds while
others closed theirs and by shoring up fragile hone
health and rehabilitation services.

So, now that |'ve described the rationale
behi nd the formation of Partners and the results we've
achieved so far, let nme turn directly to questions
regardi ng the econom c inpact of health systens in

Bost on.
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First, let ne address the nmarket dynam cs of
Eastern Massachusetts. W' ve |long been a national center
of healthcare and, as such, are hone to three medical
school s, 15 teaching hospitals and 31 community
hospitals. Alnost 50 percent of our insured patients are
covered -- residents are covered by HMOs. CQur caregivers
and payers are overwhelm ngly not for profit. Qur state
officials take an active role in healthcare and both the
current Massachusetts Attorney General and his
predecessor have actively enforced the public charities
and conpetition aspects of healthcare.

Regardi ng mar ket concentration, | point to the
results of a Robert Wod Johnson Foundati on study of
healthcare in 12 U S. cities. This analysis shows that
in terms of hospital concentration, Boston is the | east
concentrated city of the 12. Also, as neasured in this
study by the Herfendahl index, Boston is the only city of
the 12 that is rated non concentrated in terms of
hospitals. Wthin this diverse nedical environnment,
Partners cares for 21 percent of the area's patients.

And, finally, 1'd like to turn to the issue of
heal t hcare costs in Boston. |[|'ll say a word about
hospital costs in two different contexts, and then an
even nore inmportant word about health insurance prem umns.

Wth regards to hospital costs, I'Il deal first with a
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pi ece of data which is widely m sused, that is raw per
capita hospital cost data, as opposed to the overall
heal t hcare cost data Stuart used.

Raw per capita hospital cost data, show ng
Massachusetts' costs to be 40 percent above the national
average. But this raw data wildly exaggerates the burden
of healthcare on Massachusetts' enployers and consuners.
To accurately portray the inpact, this raw nunber shoul d
be adjusted by four factors. First, you should subtract
research costs funded by NI H, industry and national
heal th organi zations. Leaving these dollars in the per
capita cost base inplies that if we succeed in winning a
$10 million AIDS research grant, for exanple, we have
sonmehow beconme nore of a burden to residents of
Massachusetts. And that, of course, is not the case.

Second, on the same rationale, you should take
out Federal graduate education paynents to our
institutions. Third, you should take out dollars paid by
out-of -state patients who bring dollars into
Massachusetts. And the final adjustnment is for the
hi gher wages our state pays across all industries. So,
the bottomline, with these adjustnments, our per capita
hospital expenditures dropped to a nuch nore nodest 12.9
percent above the national average, a differential

arguably offset by the benefits of excellent patient care
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and a burgeoni ng biotech industry.

And even this 12.9 percent is overstated, as
our sonmewhat hi gher use of hospital outpatient services
sinply shifts to another cost category in other states.
And whatever renmains in per capita hospital cost
differential does not relate to hospital inefficiency.
In fact, Medicare data actually shows that conparing
costs per discharge on a wage and case m x adj usted
basis, Massachusetts is |less costly than their national
counterparts. W can take pride in the fact that we
provi de excellent care at no higher cost.

To pull all of this together, the proof of the
i npact of health costs on consunmers should lie in health
i nsurance premuns. As you will see attached to ny
witten testinony, we've conpiled data on Massachusetts'
prem um costs fromfive respective sources: three from
the private sector and two fromthe public. In raw
dol | ars, they show that our prem um costs range from7
percent to 13 percent above average.

But Stuart stopped one step too soon. \Wen
adj usted for wages, our prem uns range from 4 percent
less to 3.6 percent nore than on average. And on
average, there is no difference at all in insurance
prem uns in Boston conmpared to other cities.

And now one final point on narket dynam cs.
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There appears to be an urban | egend that our health
systenms sonmehow beat up the payers in Boston and won huge
increases in paynents. Again, attached to nmy testinony
are two charts. The first shows that private insurer
payments to Massachusetts hospitals in the '90s were far
| ower than the national average. For Partners, from 1996
t hrough 2000, our average annual HMO paynment increase was
just 1.5 percent per year. Despite urban |egend to the
contrary, the fact is that paynent increases under our
new contracts grew an average of only 5.6 percent a year
For private payers overall, we are now just about back to
t he national average, with respect to our paynent-to-cost
ratios.

So, in sumuary, let nme sinply restate ny ngjor
points. Partners denonstrates on a daily basis the val ue
added to its founding hospitals' m ssion of patient care,
t eachi ng, research and conmunity service. Provider
concentration in the Boston area is |low, and the |arge
nunmber of hospitals fosters a healthy |evel of
conpetition. Boston healthcare costs, appropriately
adj usted, are very close to the national average.

Thank you for the opportunity to appear before
you this norning.

MR. KRAMER: | now ask Charl es Baker, please,

to present.
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MR. BAKER: You know, | can just do this from
here. Does it matter?

MR. KRAMER: That's fi ne.

MR. BAKER: Good norning. For the record, ny
name is Charles Baker. | currently serve as the
Presi dent and Chief Executive O ficer of Harvard Pilgrim
Health Care, which is a Massachusetts-based non-profit
health plan. W and our affiliates -- Harvard Pilgrim
Heal th Care of New Engl and and Harvard Vanguard Medi ca
Associ ates -- provide health insurance coverage and
health care services to about 900, 000 people in
Massachusetts, New Hanpshire and Mai ne.

Qur | argest operations are in Massachusetts,
where we represent about 25 percent of the private health
i nsurance market -- or about 12 percent of the covered
popul ation, if you include the Medicaid and Medicare
popul ation, as well. Qur clinical effectiveness and
menber satisfaction scores consistently rank anong the
very best in the United States and we have a | ong history
of clinical and service innovation.

| appreciate the opportunity to be here today
to di scuss conpetition and regulation in health care in
t he Boston marketplace. And while you may or nmay not
have known this when you asked nme to speak today, | do

have sone history on this issue, having served as a state
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official in the early 1990s, when many of these nmergers
t ook place, which was prior to becom ng a narket
participant. Some would say that's the equival ent of
havi ng the grenade that you throw on one end of the boat
roll back down and bl ow up on you when the boat shifts.

As a regulator, | served as Undersecretary of
t he Massachusetts Executive Ofice of Health and Human
Services from 1991 to 1992, and then as Secretary of
Heal t h and Human Services from'92 through '"94. In this
role, I oversaw a nunber of state agencies, including the
Departnment of Public Health, and signed off on the
Departnment's decision to approve the initial hospital
mer ger and Massachusetts General Hospital and Brigham and
Wonen's Hospital that created the Partners Health Care
System | was over at the O fice of Adm nistration and
Fi nance when the Beth Israel and Deaconess Hospital
merger that created CareG oup was consolidated and was
not directly involved in that decision.

We signed off on the Brigham and Mass Gener al
merger in 1994, despite their obvious size and status in
t he Boston health care marketplace for three reasons.
First, the market appeared to be noving toward an
environment in which health plans would affiliate with
one or nore integrated care delivery systens, and then

conpete with each other based on the quality, service and
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cost of their networks. The Brigham Wonen/ Mass Cener al
nmerger seenmed pretty consistent with that overal
di recti on.

Mass General had just recruited several high
profile physicians away fromthe Brigham raising the
possibility of an upward cost spiral, in which each
hospital, rather than sharing talent and technology in a
parti cul ar market pl ace, would feel obligated to build or
buy their own. The Brigham and Mass General nmerger was
deenmed as a way to avoid this "medical arns race."”

And, third, Brighamwas intimtely aligned with
Harvard Community Health Plan -- which was the precursor
to the plan that | represent today -- and it was hard to
i magi ne a nerger with Mass General doing nuch to change
t hat existing relationship.

Partners went on to develop Partners Community
Health Care, Inc., PCH so called, an extensive primary
care and nmulti-specialty care physician network, and al so
acquired several other community and specialty hospitals
and community health centers. In fact, in md 1992,
there was significant discussion that Partners would, at
sone point, seek approval fromstate officials to offer
heal th i nsurance products, using their own network to
conpete with others in the marketplace. Ot her provider

organi zations were considering simlar initiatives.
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Sone eight to ten years later, this seens kind
of quaint, given the direction in which the market's
noved since that time. In between, the consuner decided
that he or she did not want to be constrai ned by network
structures that were institutional in nature, and nmany
i ndi vi dual providers shared and voiced simlar views. 1In
addition, state and federal |aws were enacted that made
it nore difficult for plans -- and even for sonme health
care delivery systens -- to use defined delivery systens
to manage patient care. Health plans responded by
dramatically expanding the size and scope of their
provi der networks and limting their referral and
participation rules. As a result, an industry that was
expected to vertically integrate its value chain by the
end of the 1990s retreated to a structure that today
| ooks a lot nore like it did in the '70s.

I n Massachusetts, the hospitals that nade up
the Partners care delivery systemcontinued to operate on
a stand-alone basis, with little clinical or systens
integration. The CareGroup systemdid, in fact, pursue a
nore i ntegrated operational approach and sonme of its
physi ci ans and departnments actually responded to that by
| eaving the system Health plans in the Massachusetts
mar ket | ost many of the tools that made traditional

managed care work -- either through market refornms or
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outright |legal prohibition -- and noved back into a nodel
that | think Stuart referred to earlier as "indemity in
drag."

Today's market is not the one that we
anticipated -- or that others advised us would be coni ng
-- when we nmade the decisions in the early and m d-90s to
approve many of these hospital nmergers. This inability
to accurately predict the future and where the nmarket
will go will inevitably Ilimt the effectiveness of any
regul atory process. But with this in mnd, | do have
sonme t houghts about how regul ators coul d best perform
their duties and will share those at the conclusion of ny
presentation.

After | left the public sector, | joined
Harvard Vanguard Medi cal Associ ates, which was an
affiliate of Harvard PilgrimHealth Care, as its
Presi dent and Chief Executive in the fall of 1998.
becanme President of Harvard Pilgrim as Stuart also
pointed out, in the mddle of 1999 in a pretty
interesting neltdown. The plan ended up | osing about
$227 million in 1999 and another $10 mllion in 2000. W
generated a $35 mllion operating gain in 2001, which is
about a 1 and a half percent margin, not a big nunber
relative to other sectors of the econony, but not bad by

our standards; and a $31 mllion operating gain in 2002.
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The gains were generated, in part, through a
dramatic inprovenment in operating perfornmance, geographic
and product w thdrawals, significant reductions in
adm ni strative spending and an over-arching conmtnent to
strategic and operational sinplicity.

We al so raised prices. The average prem um
increase in our market has been in the 10 to 15 percent
range per year for the past three years, which is also
consistent with the nunbers that Professor Altnman
di splayed in his presentation. |t was driven by a nunber
of factors -- virtually all of which relate to the rising
cost of health care.

On this point, | do differ alittle with
Professor Altman. There are certainly historic periods
in which insurance carriers raised prices to catch up
with "underwiting cycles.” | don't believe the past
t hree years have been about under and over-pricing. |
believe the vast majority -- well in excess of 90 percent
-- of the increase in health insurance prem uns between
2000 and 2002 has been driven by rising nedical costs.

I n our particular case, pharmacy costs
i ncreased by 28.6 percent; inpatient hospital costs by
18. 6 percent; physician costs by 24 percent; and all
ot her outpatient costs -- including outpatient costs --

by 33 and a half percent. That adds up to a 26.1 percent
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increase in total health care costs for Harvard Pilgrim
commerci al plan nmenbers over a two-year period. Wile
the projections for 2003 look a little different by
category, the overall trend -- 12 to 14 percent for the
year -- is virtually identical to the growth in nedica
expenses from 2000 to 2002. This trend is also virtually
identical to the growth in Harvard Pilgrimprem uns over
t he sanme period of tine.

In fact, we're so sure about this particular
i ssue that we would wel cone any audit, review, analysis
or investigation the Conm ssion m ght consider necessary
to confirmthat the rates of increase in nmedical expense
-- in premunms for Harvard Pilgrimnenbers have, in fact,
been driven by increases in nedical expenses.

Hospital costs obviously represent a
significant share of the increase in spending over this
time. Professor Altman's testinony concerning the
i ncrease and the use of academ c nedical centers for non-
conpl ex services in Massachusetts, which has undeni ably
contributed to the increase in health care costs here, is
a pattern | believe is borne out el sewhere around the
country, as well, but probably not to the sane degree it
has in Boston. There are a nunber of other factors
driving up hospital costs, as well

Reductions or very limted increases in
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Medi care and Medicaid rates for the past few years have
forced hospitals to seek higher rates of rei mbursenment
fromprivate carriers with which they do business. Labor
shortages in key areas, such as nursing and sone
techni cal areas, have bid up | abor costs.

Technol ogy costs, devices and drugs, the sane
thing, they affect our bottomline and affect theirs.
Consuner and enpl oyer preferences which have nade it very
difficult for health plans to discontinue relationships
wi th any hospital or physician group in its service
delivery area. And hospital and physician group
consol i dati on, which has made it far nore difficult for
any health plan to drop any one hospital or physician
group fromits network, nmuch |less a collection of
hospitals and their physician groups fromits networks.

| presune debate on this final point is a |large
part of why we're here today. And on this issue, | would
offer the foll ow ng observations. First, if there were
no hospital nmergers and no provider consolidations, there
woul d still be "nonopoly" rates being paid to certain
hospitals that are, in many cases, the only provider in
their service area. This is not a Partners or CareG oup
i ssue, per se, but a sinple fact of life.

Do | believe that Harvard PilgrimHealth Care

menbers pay nore for services purchased from Partners and
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CareGroup as systens than they would if each hospital in
t hese systenms continued to contract directly with Harvard
Pilgrin? | believe the answer to that question is yes.
What | don't know is how much nmore. | don't know if
these institutions would have continued to engage in the
kind of "arns race" type behavior we were seeking to
avoid in the early '90s when the mergers were originally
approved. | also don't know if the nmergers generated any
savings or efficiencies. |I'msure the | eadership of both
organi zati ons woul d say the nergers have saved noney, but
| don't believe anyone with an i ndependent eye has
studied this issue.

| al so believe the other issues | nmentioned
before -- public rates of paynent, |abor costs,
technol ogy costs, consunmer demand, and the like -- would
have driven up health care costs under any scenari o.

Do | believe the nergers have created quality
i nprovenents? This is hard to say, and maybe too soon to
tell. The tools to neasure this sort of thing are just
beginning to find their way into the marketpl ace.
Nonet hel ess, it's difficult for any health plan,
i ncluding ours, to hold | arge provi der organi zations |ike
CareGroup or Partners accountable for quality. They're
too big for us to |l ose as network participants, and they

tell us that they face enornous obstacles in creating

For The Record, |Inc.
Wal dorf, Maryl and
(301)870-8025



© 00 N o o b~ W N P

[ERN
o

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

48
singl e standards of care within their own organi zati ons,
due, in part, to their size and conplexity.

Wth this in mnd there are several general
observations | would offer on the state of the current
mar ket that | believe regulators should consider in
seeki ng ways to enhance narket conpetition. First of
all, it's not just market share held by any one hospital
in a particular market. For exanple, the Mass General
and the Brigham are probably the two best-known tertiary
hospitals in New Engl and and they contract together
Partners does not permt one of these hospitals to
participate in any health plan product w thout the other
-- thereby ensuring that they never conpete with one
another. Since each is the other's nost |ogical market
conpetitor, this could certainly be considered a
"conpetitive" problem The fact that they represent only
two of many teaching hospitals in Massachusetts doesn't
really matter. For certain kinds of services, they are
virtually the only choice around.

Second, many hospital systens throughout
Massachusetts, particularly in geographic areas where
t hey have virtual nonopolies, also control significant
nunbers of salaried and affiliated physicians. |In nost
cases, no health plan can do business with any one

conponent piece of these delivery systens w thout doing
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business with the entire delivery system This is,

ironically, the provider equivalent of an "all products”
clause, a contracting technique that has | ong been the
obj ect of significant aninosity directed to the plans
fromthe provider conmunity.

Third, you don't need a | ot of provider market
share in today's markets to be able to "drive" the market
in a particular direction. And | think Partners is a
good case in point. They nmay represent |ess than 30
percent of the Massachusetts provider market, but no
heal th plan could expect to survive w thout the Partners
systemin its network. A health plan in Massachusetts
coul d probably conpete effectively with sone of the
Partners systemin its network, but the choice, as
defined by Partners, is all or none, so that option is
really no option at all

It should be fairly obvious that this situation
bi ds up the price of contracting with each hospital
network. There is, for all intents and purposes, not a
| evel playing field here. Sone networks can literally
dictate the price, and the health plans pay it. O her
hospital systens then rely on those prices as "market
standards” and go fromthere.

It also makes it nuch harder to structure and

enforce initiatives tied to quality. |If the plans need
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the provider organizations in their network to neet
mar ket demand, requiring or enforcing significant patient
safety or quality initiatives is very difficult. Again,
the network sets the terms, not the plan.

The hospital and physician comunity will argue
that if they don't join together to contract on a group
basis with the plans they will be unable to neet the
needs of their patients and cover their costs. That may
or may not be true. | saw a bunper sticker the other day
pronoti ng uni on nmenbership that said sonething |ike,
"Together We Bargain -- Alone W Beg." Fromny
experience, this would be reasonably applicable to the
way nmy coll eagues in the hospital and physician comunity
view their negotiations with health plans.

s their approach anti-conpetitive? Probably.
Is it inflationary? Certainly. 1Is it a market response
to the advent of managed care, the relentless hard
bargai ni ng of health plans on unit costs, and the
changi ng preferences of consuners? Absolutely.

And it does raise questions -- for us and for
t he provider conmmunity -- concerning the "right" rules of
engagenent. For the market to work, the frame for
conpetition established by public policy makers needs to
fully understand the participants, and their

relati onships with one another. | comrend the FTC for
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engagi ng this discussion, and hope our observations here
t oday can be useful to you as you consider this critical
i ssue.

MR. KRAMER: Thank you. 1'd ask Dr. Welch now
to present, please.

DR. WELCH: Good norning. Thank you for giving
me the opportunity to testify before you today. M nane
is Charles Welch, and I am a practicing psychiatrist at
t he Massachusetts General Hospital, where | serve as
Director of the hospital's Somatic Therapies Consultation
Service. |I'malso an instructor in psychiatry at Harvard
Medi cal School

Today |I'm here in ny capacity as President of
t he Massachusetts Medical Society. |1'd like to share
with you sonme observations we have nade with regard to
the current physician practice environment in
Massachusetts, highlighting how that environnment has been
shaped by econom c factors and the resulting inmpact on
physi ci ans, physician recruitment efforts, practice
patterns and ultinmately access to care.

|"d like to begin by noting that the entire
Commonweal t h of Massachusetts is currently suffering from
a declining practice environment. And we expect that the
shortages in work force supply that are already apparent

will only continue to worsen in the conbing years.
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| ndeed, anecdotal reports suggest that the situation is
significantly worse than the data that I will show you
woul d i ndi cat e.

As you' ve heard, during the |ast decade there's
been a significant shift in the Massachusetts healthcare
market, fromtraditional fee-for-service insurance
prograns to various forns of nanaged care. The Boston
area has been dom nated by nanaged care. Over half of
our insured residents are enrolled in managed care
organi zations, with three payers controlling that market.
As a consequence, there has been downward pressure on
rei mbursenent, which has caused cl osure of conmmunity
hospitals and hospital -based services. As | will show
you, declining reinbursenment has also had a negative
effect upon physicians' ability to provide high quality,
accessi ble care to the people of the Commonweal t h.

The Medi cal Society has conducted a nunber of
studi es which shed |ight on these issues. In 2001, the
society issued its first Physician Practice Environnent
| ndex Results, the so called msery index, which
confirmed that Massachusetts physician practices have
been struggling in a sharply deteriorating environnent
since the md 1990s. Unfortunately, | don't have the
slides of this docunent, but it is available for all of

you in hard copy.
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The MMS index neasures individual indicators
that represent three inportant factors affecting the
quality of the practice environment. These being first
t he supply of physicians; second, practice financial
conditions; and third, physicians' work environnment. As
a followup to the 2001 study, the society repeated the
study in 2002 and concl uded that Massachusetts conti nues
its eight-year decline, that the index had dropped by 5.7
percent since 2001 -- in 2001.

Si nce 1992, the factors neasured by the index
have fallen by a staggering 22 percent. W also nmade
conparisons to the rest of the nation. Massachusetts
declined at a faster rate than the nation as a whol e.
VWhat accounts for these results? The dom nant variable
denonstrating how the Massachusetts i ndex has declined
nore sharply than the U. S. index since 1992 is our
physi ci ans' cost of maintaining a practice.

The cost of mmintaining a practice was defined
as rent, |abor and nedical supplies. Over the ten-year
period, the cost to physicians for doing business in
Massachusetts increased by 56 percent. Nationally,
physi ci ans' cost of doing business increased by only 30
percent for the sane period. |In addition, the drop in
the overall index for Massachusetts was driven by rising

mal practice premuns and the rising ratio of housing
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prices to physician incone.

Whil e the cost of running a doctor's practice
has soared in the | ast decade, paynents from both private
insurers and government payers have relatively declined.
| would like to denonstrate these trends for you by
showi ng you the results of a study perforned by | ngenex
Consulting for the Massachusetts Medical Society in 2002.

We were interested in calculating the change in
rei mbursenment |levels for 20 representative billing codes
for the five-year period 1998 to the end of 2002. The
particul ar procedures and visits were chosen because they
were comonly performed and therefore representative of
t he mai nstream of nmedi cal practice.

In the first slide, which you can see,
unfortunately you can't see very well. | apol ogize for
the scale of this, but we also can provide this for you
in hard copy if the code |abels on the bottom are
| egible. Let nme talk, for exanple, about the first
slide. In the first slide, reinbursenent trends in
Boston are displayed for each code studi ed.

For instance, on the far left, col onoscopy is
shown. It is shown to have undergone a 41 percent
decline in reimbursement during the study interval. Now,
41 percent is the average of all comercial payers in

Massachusetts. As you can see, nost of the codes studied
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underwent an absolute decline in reinmbursenment. Those
few codes whi ch underwent an increase in reinbursenent,
whi ch are displayed in green on the right side of the
graph, those few codes failed to keep pace with
inflation. At the top of the graph is a dotted |line at
plus 21 percent, which is the calculated increase in the
cost of practice during the study interval. As you can
see, not one of those codes studied kept pace with the
increase in costs of practice.

In the second slide, the decrease in
rei mbursenment for col onoscopy is conpared wi th changes
for colonoscopy in nine other cities during the study
interval. As you can see, the decline in reinbursenent
in Boston was by far the greatest, alnost tw ce the
decline in the next closest city, Los Angeles. It is
ironic that this |arge reduction in reinbursenent
occurred at a tinme when col onoscopy has the potential to
reduce norbidity, nortality and the cost of care if it
were performed nmore widely.

In the third slide, the overall average decline
for Boston is conpared to nine other cities. As you can
clearly see, Boston had a significantly greater decline
in overall average reinbursenent than any of the other
cities, with a 30 percent -- over a 30 percent decline in

overal |l reinmbursenment to physicians.
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The inmpact of these market forces on physicians
and patients has been predictable. W are w tnessing
significant increases in physician practice closures and
unprecedent ed nunber of practice vacancies and increased
wor kl oads for those who renmain in practice. As a result
of these trends, Massachusetts is experiencing physician
shortages in eight critical medical specialties, a
curtail ment of services, significant increase in waiting
times for appointnments, and increasing difficulties in
delivering the care that our patients need.

The Medical Society's recent physician work
force study found that Massachusetts is a financially and
adm nistratively difficult environment in which to
practice nedicine. | also apologize for not having this
study in ny slides, but it is also available in hard
copy, which will probably be better for all of you
because it's rather rich in data.

The sentinent was expressed strongly by both
practici ng physicians and physicians in training. The
study found that with the third highest cost of living in
the country and regi onal physician inconmes, which are the
| owest in the country, Massachusetts and the Boston urban
area in particular, are becom ng extrenely difficult
pl aces to pursue a nedical career. W can continue to

attract young talent from across the country and across
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the world, to attend our nedical schools and training
prograns, but we're having an extrenely difficult time
getting those physicians here in light of greater
financial opportunity and nore flexible work schedul es
and research support offered el sewhere.

For example, in 2002, we graduated 78 residents
from our anesthesia training prograns in Massachusetts.
Two of them remained in Massachusetts at the end of their
training. This is at a tinme when we al ready have a
shortage of anesthesiologists. | amtold that 36
orthopedi c practices in Massachusetts are currently
unable to fill vacancies in their practices.

Thi s conprehensi ve work force study shows
unequi vocal |y that Massachusetts is facing a crisis
situation in the nunmber of physicians able to deliver
patient care. Vacancy rates in radiology and anesthesia
approach 15 percent at a tinme that anything over 2
percent is considered a work force shortage in any other
i ndustry. Many physician practices are already
overwhel med and unable to handl e additional volunme and
are reducing services or adjusting their staffing
patterns to cope with the | abor shortage.

Over 50 percent of hospital departnents
surveyed reported that they have altered -- which of

course neans reduced services because of physician
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shortages. | travel a lot around the state, and at every
hospital | visit a hand goes up and sonmeone says, "I'd
just like you to know that whatever your data says, |'m
the | ast radiologist at MIton Hospital;" or "I'mthe
| ast endocrinologist in the Merrinmack Vall ey.

Physi ci an shortages are already affecting
patterns of care and we are very concerned that the | abor
shortage nmay al ready be threatening access to care. In
response to your question as to the inpact of the current
mar ket forces on cost, quality, and access to care, our
data show that the overhead costs of practicing nedicine
in Boston is above the national average, that
rei mbursenents for Boston physicians are bel ow the
nati onal average, and that access to healthcare is
deteriorating on a nunber of fronts, including access to
physi cians and tinely access to necessary heal thcare.

In ternms of conpetition, | want to enphasize
this. Physicians are unable to negotiate or to conpete
in our current environment. As a consequence, they are
in an increasingly untenable position in which practice
cl osure or relocation to another state are for sone
physi ci ans the only viable alternatives.

To reverse this trend, the Medical Society has
undertaken a nunber of collaborative endeavors with the

hospitals and health plans in our area to reduce the
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adm ni strative burdens inposed upon physicians'
practices. Nevertheless, despite our efforts, physician
practices are struggling to survive in this environnment.
The reality is that individual physicians are unable to
effectively negotiate in this nmarket because the
antitrust |laws have created significant barriers to
negoti ati on between the rel evant parti es.

Consequent |y, individual physicians standing
al one cannot obtain increases in reinbursenment to
directly cover the rising costs of operating a nedical
practice. | question whether we can depend on the
i nfluence of conpetitive forces on our market when the
supplier of services is unable to conpete or negoti ate.
That being said, | want to commend both the FTC and the
DQJ for analyzing the inpact of current market forces,
not only in ternms of cost, but also and perhaps nost
inportantly, on the quality of care that is delivered.
VWil e nuch of the historic debate on
conpetition has focused on noney, physicians are even
nore frustrated and constrained in their ability to fight
for contract terms involving the quality of patient care.
Physi ci ans continue to struggle with crushing
adm ni strative burdens and restrictions which hinder
their ability to efficiently and effectively deliver the

nmost appropriate care.
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Additionally, a nunmber of plans track and
reward physician performance primarily based on overal
costs and not on quality of care delivered. Cearly,
this is not in the best interest of patients. The
medi cal practice nmarket in Boston is distinguished by one
of the highest penetrations of managed care in the
country, three dom nant players and some of the | owest
rei mbursenent rates in the nation.

All of this exists in a market where the cost
of running a nmedical practice is anong the highest in the
nation. The inpact is clear. Many physicians are unable
to survive and are closing their practices to relocate
el sewhere or | eave nedicine entirely. Of even greater
concern, fewer physicians are choosing to begin practice
in the Commonweal t h.

Whil e there are many reasons for the situation
in which we find ourselves today, the Massachusetts
Medi cal Society believes that the asymetry of the
bargai ning rel ati onshi p between payers and provi ders and
the resultant failure of dynam c market forces is the
primary reason for the current work force shortage and
the inpending crisis in access to care.

| f dynam c market forces were functioning
properly, we would not see reinmbursenent to physicians

declining steeply at the sanme tine that we have a severe
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physi ci an shortage. But market forces clearly are not
functioning, because in our zeal to follow the gospel of
antitrust, we have instead destroyed the very dynam sm of
mar ket forces we all hope to foster. And instead, we
have created an out-of-control machine that is in a rapid
descent towards a crash.

Thank you very nuch for the opportunity to
appear before you.

MR. KRAMER: Thank you, Dr. Welch. 1'd ask M.
Waxman to go next.

MR. WAXMAN: Thank you. | think |ike Charlie
"Il just sit here.

Good norning. M nanme is Mark Waxman, and |'m
with the CareG oup system |[It's a Boston-area provider
network consisting of sonme acute hospitals, principally
the Beth |srael/Deaconess Medical Center, which is a
strong Harvard affiliate; New Engl and Baptist Hospital,
which is a well-known orthopedic hospital; the Munt
Auburn Hospital in Canbridge, a very fine community
hospital, which also does sonme teaching; and the
Associ ated Faculty Practice Plan at the Medical Center;

t he Harvard Medi cal Faculty Physicians; and a nunber of
other affiliated physician groups.

As ot hers have, | want to thank you for the

opportunity to participate in the process. 1've |earned
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alot injust listening this norning. It gives you a |ot
of other thoughts as well. | want to make clear that ny
views are ny views, and | haven't gone out and polled the
affiliates and asked them what they think of everything I
m ght say. And I'msure |I'd hear a range of thoughts.

| would also caution you that my views are of a
very recent arrival to the Boston scene. |I'm sonewhat of
an interloper here. 1'ma displaced Californian, and as
a result, ny views are uninformed by living through the
creation of CareG oup, Partners, the financial rebirth of
Bl ue Cross, but | would also say to sone extent they are
unbi ased by having lived through that, which we're very
enmotional in the marketplace. | think many of the
pl ayers who were involved in that bear sonme of the scars
of those creations, as well as the benefits, today.

| ndeed among the first two i ssues that | faced
when | canme to Boston were house prices, which | amstill
facing. And those of you that have followed this, they
just reported, they just went up 20 percent in the | ast
year. And the al nost dem se of Harvard PilgrimHealth
Care. Very shortly after | arrived Harvard Pil gri mwent
into receivership, which caused a crisis in the
mar ket pl ace, which we certainly hope will not be
repeat ed.

Wth that kind of introduction, |let ne dive
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into the topic at hand and first talk a little bit about
CareGroup. CareGroup was forned in October of 1996. It
was the result of a nmerger of parent hol ding conpani es of
three hospital systens, the Pathway Heal th Network, which
was the parent corporation of the New Engl and Deaconess
Hospital and four other hospitals; the Munt Auburn
Foundation; and the Beth Israel Corporation. And at the
sane tinme that the parent entities nmerged, two hospitals,
which were literally catty-corner across the street on
Longwood Avenue, Deaconess Hospital and the Beth |srael
Hospital Association nerged to formthe now Beth Israe
Deaconess Medi cal Center.

The circunstances which led to this nerger |
t hi nk have received nore than adequate coverage in the
trade press, both in Boston and nationally, but I think
there were three things that |'ve discerned happened.
The first was that CareG oup was actually created in
reaction to the creation of the Partners system Second,
there was a fear that without a systemthere would be an
i nadequate ability to respond to the changi ng managed
care world, and | think we've heard a fair anount about
that this nmorning, and we'll hear nmore. And there was a
desire to take advantage of certain aspects of the
financing market, which led to the issuance in 1998 of a

significant debt, whose critical features were a
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favorable rate, sonme very favorable bond covenant terns.
And ultimately the glue in this system at one |evel,
whi ch was the joint and several liability, which clearly
would tie the systemtogether in a very inportant and
| ong-l asting way.

| think it's fair to say that the track record
of our nerger has not been stellar. Cultures clashed;
strong central |eadership was not established; and over a
peri od of several years |arge amounts of noney were | ost.
Over a period of three years, the CareG oup system | ost
over $200 mlIlion. And we have had to dig ourselves out
of that situation. This year we hope our loss wll be
m nimal and we're optimstic we can get there, but we're
only going to be able to get there with the help of a
| arge nunmber of people and an awful |ot of work within
the systemitself.

As a system therefore, we continue to be in
somewhat of a turnaround situation. We think our
| eadership, particularly at the nmedical center, has now
stabilized. But over tinme, this has |led to a downsi zi ng
of the system through the divestiture of two community
hospitals and some of their related physicians. W' ve
gone through a change in governing board structure and
actually the CareGroup focus has now changed from being a

focus on creating a tightly coordinated system of patient
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care, teaching, and research to a real focus at the
parent |evel on financial controls, financial oversight,
financial integration, and as an inportant role as a
coordi nator and facilitator of discussions through our
managed care contracting network, the provider service
network, or as it's known around Boston, the PSN

The PSN has actually six hospitals. The
CareGroup systemis joined by the Lahey system and sone
2,200 physicians. It covers approximtely 300, 000
managed care lives and maintains a significant managed
care infrastructure.

Let nme turn now as an introductory notion to
t he Boston market, which I think everyone would
understand is unique and different. There are sone
aspects of it I think which are the same as ot her places;
sone which are different. First |I've already nentioned,
you know, | think that as Dr. Welch indicated is an
increasing factor, there are certain costs to just being
and living in Boston.

House prices are extrenmely expensive. | think
the cost of living is expensive. This is going to affect
and is already affecting recruiting and retention. And |
agree with Dr. Welch that if this continues over tine
it's going to have a significant adverse effect on our

ability to attract and retain high quality individuals,
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both in health care and el sewhere.

Second, the cost of operating on acute hospital
busi ness in Boston are high. Some are not so uni que;
sone are unique. O particular note, we, like the
Partners system have been aggressively engaged in
efficiency and cost-cutting, but we face nursing costs,
whi ch are, as has been reported, going up and up, and
pharmacy costs, | would say you're looking at in the
range of 10 percent and 15 percent, respectively.
Techni ci an shortages are real and not likely to dimnish
in the near future. And | think we feel that this is
unlikely across the board to dimnish across the system
for very | ong.

We have high technol ogy and capital costs of
bei ng quaternary and tertiary centers who are performng
significant volunmes of primary and secondary care. Yet |
t hi nk everyone would admt if these centers closed, there
woul d be significant access in the Boston market. |If one
| ooks at diversion data, for exanple, anmong our chief
conpetitor, the Mass General and the Brigham they are on
diversion a fair anount of tinme. This indicates the
significant access problens already exist in the market.

Anot her aspect of Boston that is unique that |
don't think people have tal ked about as nmuch as they

m ght, is notw thstanding the conpetition at sone |evels,
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there are significant and i nmportant |evels of cooperation
across the system The Harvard institutions participate
in a self-insured captive carrier, which results in
significant savings for those who are participating in
this and has worked well over tine.

We all participate in the New Engl and Heal th
Care EDI network, across the system which al so has
resulted in processing mllions of pair transactions in a
pai r-provider cooperative, which also has significantly
reduced transaction costs at that |level. And, as have
been noted, there are sone inportant Boston, | would cal
them abnormalities. There is a focus on academ c
teaching institutions, and those institutions obviously
are heavily involved in physician training for the rest
of the United States.

| wonder, Dr. Altman, if a statistic of
physicians in this state ought to be adjusted to focus on
t he nunmber of clinical FTEs actually addressing 